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China moves on global safety net

Multilateral action contrasting with Trump
David Marsh*

China appears to be preparing for an increasing role in an expanded 'global safety
net' to assist countries that run into balance of payments difficulties, in concert with the
International Monetary Fund.

This policy line, which could gain momentum after the quinquennial Communist
party congress that started yesterday in Beijing, emphasises China's wish for a
multilateral approach on the world stage in pronounced contrast to the unilateralism of
the US administration under President Donald Trump.

The Chinese moves, which could include wider currency swap arrangements
among central banks and other official financial institutions, form part of several years
of manoeuvrings aimed at overcoming many countries' reluctance to seek financial help
from the Fund. The stigma attached to IMF borrowing stems in large part from the bitter
legacy of the Fund's Asia policies — widely criticised as over-harsh — during the Asian
financial crisis in 1997-98.

By backing IMF-strengthening multilateral action while at the same time showing
it can advance with its own initiatives if needed, China is following multiple aims. First,
it wishes to build behind-the-scenes influence on international financial organisations.
Second, it is keen to assure that potentially vulnerable emerging economies can
withstand possible liquidity shortages flowing from higher US interest rates. Third, it
wants to protect its own position as one of the world's largest creditors in case of
payments difficulties among debtor countries troubled by US monetary 'normalisation'.

Fourth, Beijing aims to buttress the renminbi's international role without

questioning the dollar's current primacy. Reinforcing a network of international swap

1 David Marsh is Member of IMI International Committee and Managing Director of OMFIF
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arrangements under which renminbi can be exchanged for local currencies can serve

s
4

the purpose of strengthening countries' reserve positions. It can also provide back-up
renminbi liquidity needed in coming years to help settle foreign nations' trade,
investment and capital market obligations denominated in the Chinese currency.

Fifth, China needs to adapt its planning to a possible sharpening of anti-Beijing
action from the US in both trade and investment. Such moves, which would heighten
fears of world protectionism, would reflect Washington's perception that China is
gaining unfair advantages from international trading and financial arrangements. As
well as castigating China's large bilateral surplus on US trade, Washington is intensely
suspicious of China's policies on the Belt and Road initiative financing Eurasian trade
and transport links, alleging that these discriminate against US companies and interests.

As another prime example, news emerged last week that the Trump administration
is demanding the World Bank reconfigures lending to China as the condition for a
capital rise. Washington claims China undercuts western policies and gains undue
influence by using US-backed World Bank money to expand its own lending to diverse
emerging market economies. Chinese officials reject the charge, saying it shows the US
does not understand how the World Bank works.

In its overarching policies, China is demonstrating that it is pursuing a variety of
compatible options. Washington habitually claims that China is trying to circumvent
multilateral financial organisations by building alternatives outside the Bretton Woods
institutions — the Fund and Bank set up at the seminal 1944 conference. Alongside its
backing for the Beijing-domiciled Asian Infrastructure Investment Bank and the
Shanghai-based New Development Bank — where the US has no shareholding in either
bank — China wants to demonstrate that it is one of several countries trying to make the
IMF more relevant in international finance.

The IMF executive board has been discussing for more than a year plans for a
short-term liquidity facility through the Fund's own swap lines under which the

organisation could provide hard currency back-up to reinforce countries' foreign
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exchange reserves in case of possible externally generated monetary shocks. The 'short-

term liquidity swap' would be a more flexible credit line than the Fund's existing
panoply of lending instruments and would aim to meet the needs of generally well-run
countries facing continuous low-level liquidity pressures rather than sudden outflows
for internal or external reasons.

Five key members of the Association of Southeast Asian Nations — Indonesia,
Malaysia, the Philippines, Singapore and Thailand — have been targeted as potentially
participating in the IMF swap arrangements. The relatively large number and the
presence of well-off Singapore are intended to overcome debtor countries' reservations
over stigmatisation.

Preparations for the swap line activation have been put on hold, partly because of
a cooling of interest from both the US and Asean side. However, this could be revived
for important symbolic reasons ahead of the next IMF-World Bank annual meeting, in
Asia for the first time for six years, in Bali in October 2018.

Speaking in Washington at a G30 seminar on Sunday, at the close of this year's
IMF-World Bank meetings, Zhou Xiaochuan, governor of the People's Bank of China,
highlighted Beijing's role in international economic governance, although he said the
domestic agenda took precedence. He termed renminbi swap agreements an unexpected
outcome of the 2008 financial crisis. He added: 'China supports the further development
of a global safety net. In our view, the global safety net may be more efficient than

bilateral arrangements.’
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To tighten, or not to tighten

Constraints on central bank independence

John Plender?

The US Federal Reserve has followed a predictable line on rate rises this year,
unlike in 2015 and 2016 when hawkish rhetoric was not followed by action. Janet
Yellen, the Fed chair, has emphasised the dangers of moving too gradually, despite
inflation running at below the Federal Open Market Committee's 2% target.

She appears confident that markets will have no difficulty absorbing $10bn per
month of Treasuries and agency securities as the Fed slims down its $4.5tn balance
sheet, starting this month.

On the other hand, Yellen has shown too that the Fed will not be averse to
restarting unconventional policies if circumstances become more adverse. With the
estimated neutral rate of the fed funds rate at a historically low level, "There will
typically be less scope for the FOMC to reduce short-term interest rates in response to
an economic downturn, raising the possibility that we may need to resort again to
enhanced forward rate guidance and asset purchases to provide needed
accommodation,’ Yellen said on 20 October in Washington.

The scope for market upsets is considerable. Judgements about where the Fed goes
from here are complicated by Yellen's potential departure in February and the gaps that
already exist on the Fed's board. President Donald Trump has the power to turn the
central bank either hawkish or dovish — underlying that central banking independence
always needs to be qualified.

The other complicating factor is the extraordinary mildness of inflationary

pressures in the advanced economies and the docility of labour in the face of stagnant

1 John Plender is Chairman of OMFIF

RUC | 35



IM] Feas

or falling real incomes. Globalisation appears to have weakened the relationship

between domestic slack and domestic inflation. The entry of emerging market workers
into the global labour market has exerted a restraining influence on the workforce in
the tradeable sector of advanced economies.

If the central bank hawks are right that the world is about to become a more
inflationary place, political tensions could arise. It took heroism on the part of Paul
Volcker, the then Fed chairman, to turn the inflationary tide during his tenure at the Fed
between 1979-87. But independent central banking could not have enjoyed a more
benign operating environment than in the period of disinflationary globalisation that
followed.

Today the background is less helpful. The financial crisis has damaged central
bank credibility. The distributional implications of the central bankers' response to the
crisis through their asset purchase programmes has lent strength to populist politicians.
They observe that unconventional central banking has delivered big capital gains to the
asset-rich elite, while doing less for ordinary people.

At the same time, because of the debt build-up, borrowers are hostage to potential
interest rate spikes as policy normalises. Central bankers may be torn between the
politically unpopular and financially destabilising rate rises that might be required to
curb inflation and the more quiescent approach needed to preserve independence. The
second outcome would, in effect, usher in a new world of perpetual quantitative easing.

QE has been a controversial issue in Europe, particularly in Germany, where many
policy-makers would like to see the European Central Bank end its programme of asset
purchases. Tomorrow's landmark ECB policy-meeting — which will have to tread a
delicate line between too much and too little tightening — will deliver some important

signals. The consequences are likely to spread well beyond Europe's borders.
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